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businesses in areas such as digital imaging, digital media and interactive media. The network services group's revenue consists of fees relating to facilities and services necessary to 
assemble and transport programming for cable ond broodcast networks across the world via fiber, satellite and the Internet. Additionally, the group's revenues are also driven by systems 
integration and field support services, technology consulting services, design and implementation of advanced video systems, engineering project management, technical help desk and field 
service. Approximately 40% of network services group's revenue relates to broadcast services, satellite operations and fiber services that are earned monthly under long-term contracts 

- 
0 ranging generally from one to seven years. Additionally, approximately 30% of revenue relates to systems integration and engineering services that are provided on a project basis over 

terms generally ranging from three to twelve months. Corporate related items and expenses are reflected in Corporate and Other, below. Cost of services and operating expenses consists 
primarily of production wages, facility costs and other direct costs and selling, general and administrative expenses. 

Three monfhs endedMarch 31,2005 and 2004 

Three monrhr ended MnrrhJI, 

2005 2004 

smount%in thowands 

Segment Revenue 
Creative services group 
Media management services group 
Network services group 
Corporate and other 

Segment Opernting Cash Flow 
Creative services group 
Media management setvices group 
Network services group 
Corporate and other 

$ 74,228 75,166 
28,776 25.450 
71,286 45,327 - - 

$ 174,290 145,943 
1__11 

s 13,051 14,381 
3,691 4,687 

15,006 13,108 
(11,897) (9,688) 

$ 19,851 22,488 
P 

Revenue. Ascent Media's tots1 revenue increased 19.4% for the three months ended March 3 1,2005, as compared to the corresponding prior year period. The creative services group 
revenue decreased $938,000 as B result of lower sound services for feature films and TV and the sluggish commercial market in the U.K. paltially offset by increased feature film related 
revenue driven by the expansion of digital intermediate services, growth in TVpost production and changes in foreign currency exchange rates of $408,ooO. The media management 
services group revenue increased $3,326,000 as a result of higher lab revenue of $3,439,000 due to the acquisition of Cinetech, higher demand for DVD compression, authoring and menu 
design services from the large film studios and changer in foreign currency exchange rates of $229,000, partially offset by competitive pressure in the UK. The network services group 
revenue increased $25,959,000, reflecting the impact of the LPC acquisition of $9,423,000 and changes in foreign cumency exchange rates of $593,000. The remaining increase is primarily 
driven by the timing of various large engineering and systems integration projects and higher installation services activity. 

Cost of Sewicer. Ascent Media's costs of services increased 26.3% for the three months ended March 3 I, 2005. as compared to the corresponding prior year period. The increase is 
attributable in part to the 2004 acquisitions discussed above which contributed $8,810.000 of the increase in cost of services. The remaining increase is primarily attributable to the chance 
in revenue mix driven hy higher 
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systems engineering and integration projects in the network services group resultmg in higher production and engineering labor and production m s t e d  costs. Media management services 
group cost of services increased $ 1,495,000. In recent years, expenses for the media management sewices group have increased at a faster rate than revenue. Media management's projects 
have become increasingly more integrated, with complex work flows requiring higher levels of production labor and project management. This increase in labor costs, combined with 
increased spending on continued development of digital technologies and services, has resulted in higher cost of services and decreasing operating cash flow margin. 

- 

Selling, General andAdminishative. Ascent Media's selling, general and administrative expenses increased 18.6% for the three months ended March 3 I ,  2005, as compared to the 
corresponding prior year period. This increase is primarily attributable to the impact of the 2004 acquisitions of $4,278,000, the growth in the revenue driving higher labor, facility and 
selling costs and changes in foreign currency exchange rates of $382,000. 

Corporate and Other operating cash flow (which includes DHC corporate general and administrative expenses of $1,242,000 in 2005) decreased $2,209,000 in 2005 primarily due to 
higher DHC cowrate  expenses and higher Ascent Media corporate expenses in the U.K. as R result of higher labor, fncility and professional services costs. 

Depxcidon mdAmw1;zal;oa Ascent Media's depreciation and amoltization expense increased 4.4% for the quarter ended March 3 I ,  2005, as compared to the prior year period. 
The increase was driven by an increase in the depreciable base due to capital expenditures and the 2004 acquisitions. 

Stock Cornpenrotion. In 2001, Ascent Media granted to certain of its officers and employees stock options with exercise prices that were less than the market price of Ascent Media 
common stock on the date of grant. Those options became exercisable for LMC shares in connection with LMC's acquisition in 2003 of the Ascent Media shares that it did not already own. 
Ascent Media is amortizing the "in-the-money" value of these options over the 5-year vesting period. Compensation expense for the three months ended March 3 1,2005 was comprised of 
$566,000 related to "in-the-money" stock options offset hy $353,000 related to a decline in the value of the underlying stock price used to value employee stock appreciation rights, or 
SARs. The stock compensation expense recorded for the quaIier ended March 3 I ,  2004 related primarily to "in-the-money" stock options of $590,000 offset by $68,000 related to a decline 
in the value of the underlying stock price used to value employee S N l s .  

Shmr ofEooniings ofDiscove,y. Our share of earnings of Discovery increased in 2005 due to increases in the net income of Discovely. Discovely's net income improved primarily 
due to higher revenue. 

For a more detailed discussion of Discovq's results of operations, see "-Management's Discussion and Analysis of Financial Condition and Results of Operations of Discovery." 

Inconie Toxes. Our effective tax rate was 35.3% and 26.7% for the three months ended March 31,2005 and 2004, respectively. Our income tax expense wns lower than the federal 
income tax rote of 35% in 2004 primarily due to a reduction in OUT valuation allowance. 

Yenrs endedDeceniber 31,2004,2003 ond 2002 

Ascent Media's consolidated results of operations for the year ended December 31,2004, include hvelve months of results for SIC, approximately nine months of results of LPC and 
approximately 
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two months of results of Cinetech. The consolidated results for the year ended December 3 I ,  2002 include hvelve months of the results of Triumph, which was sold in Decernher 2M)2 

Year ended Decrmbpr31, 

Segment Revenire 
Creative senices group 
Media management services group 
Network services group 
Corporate and other 

S e p e a t  Operating Cash Flow 
Creative services group 
Media management services group 
Nehvorl; services group 
Corporate and other 

2004 m03 2002 

amounti in thousands 

.$ 295,841 270.830 275.119 
109,982 107,070 105,091 
225,392 128.203 159,123 - - - 

$ 631,215 506,103 539,333 
P 

$ 55.847 43.786 50.150 
17:430 221074 271682 
62,163 43,221 45.673 

(38,074) (34,319) (34,450) 

6 97,366 74,762 89,055 -- 
Rrvtnis Ascent MeJia'j lolal revenue in:rcasd 21 7?'0 and decreased 6 30 ior !he !ear, e n d 4  Dccemlxr 3 I ,  2004 2nd ?UO3, rcspe:ltvel). as contparcd lo the corrryxndin,: pmlr 

vcnr In X L 4 ,  rhc creaitw sewices group rewnue mcrcased $25.01 1 ,OfJb as a resuli nfhtglicr fearure itlm relared revenue Lnven hy the cxpaniion In digilal tnlermedtare sewices in !he IJ S. 
nnd IIK, expms~on ofcrc~lltvc vmnJ scn' iwi iii ihe UK. gwwh In television post pruJuciun nolivily bnJ chanpcs in iureign currency chclinng? r d l x  d S 6 , 1 & 2 , ~ ~ ~  The mrJiu 
mmngcmsnt sewtce'i group revenue mxeaxd  S?,912,1)Ot. In 2004 us it resul~ a i  higher 141 revenue ai S2,22'1,@@tl dtlc IC! the acqu i s~ im of Cinctrch, higher deman.1 for DVI) nmtcnnp 
.sew,:es and changes in f8,reipn currency cxchnngc rates u i  S3,hR4,000, oiisct by l l i e  ;ommoJilvaticm uf Iradmond media services leacling lo a Jeclme 111 rares and difficdl market 
conJmnns pnmnnly In ilie IJniled KingJom. While comprrirtm fur traJirional media sewi:cs remains r.irnng, we are currenrly u n ~ b l e  IO predict what 1mp3c1, t i a n y .  hi.; oompcti,im u~III 
h a r e  on rate< for ihcsc SCIYIC'CS in Ihe iur!de Thc netwurk sewices group's 2004 w e n u e  increascd $97,189,000, retlecung rhc full year impact of noquisilion of SIC of F27,100,0110, the 
nine monlh impact uf the I.PC acqusilton of S39.619.03C> and changes In f~,rc.ign currency cwhmgc raws ~iS1,979,000 1 hc remsintng tncraw IS h s e n  by !he I l m i y  oi v a h u s  ldrge 
s)$lems inrzqaliun p r o p s .  higher network ongtnsti.ln and ~nqrallauon pruJccrs 

1 he atalive SCTYICCI group nxen ic  dc-reaaeJ $4,2I(9,00fl in 2 W 3  due IU edrly Ielevrswn dt.nv c,inicIIatim%, compeu~wc rile pressures in hoth 1eIcwsi.m and commcraal ntnrkets. Ihc 
eupiralion nfmarltr subsidy ior high dcf.nnion scrvtcc~ impaciing rales, offxt by an impruvnl fearure filni mJrkC: in sound scnliccs. Jipral inrcrmerltnrc nnJ \ , t w a l  cilecl.; sm'tces a d  
:hanger in imetgn c u m e q  ewhnn&e ral:; of S1,41k,000 Tlir mc.lia mmagmrmi xrwce; g r m p  2103 rcven.w m.vea.xd $! ,979,IYlO BS a restllr oihighcr volume? from !he larger m8lvie 
~RIJIOI, incrca~A DVI) aulhonng, rrcordmg and sul)lirltnp activity and .hanges m foreign cuwency euehange rates o i  S?,75?,00(1 olfscl hy fewer mid level a n J  mallcr chenls Jut to 
rlugprh media recovery The network sen'ices group revenue decreased $30,920,000 rcsullmg from llie diwslirure d lnuinph u! Z(#Z ul623.1 Ih,Otd), the rencgoliatlon d.'erlain large 
w s l q  c.mracI; uf 61.I,OOu,o(XI ml higher 1'nliime o i s p e m s  inlegration projecls in 2 JO?, uficel hy @ x v t l t  in the network oitginauim IxiFincis 8n.1 chnnpe? in iorcign currency exhange 
rate? oi$1,560,000 

(.'ari , ~ / . % - w r . ~ r .  Asuenl Media s co i t?  o i w n  icci in.xcxcd 26.3 /U and dccressed 6 j'' i<ar Ihe years cndeJ Dcccmhcr 3 I ,  2Otrl  anJ 2007, respclivcly. ns c a n p a r d  IO the 
airre\pmding prior 
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year. The 2004 increase is attributed to the 2004 acquisitions discussed above, which contributed $48,331,000 of the increase in cost of services, higher costs across all of its groups 
primarily in production material. production perwnnel and equipment expenses as a result of the increased revenue and production activity noted above and changes in foreign currency 
exchange rates, which resulted in nn increase of $6,321,000. In recent years, expenses for the media management services group have increased at a faster rate than revenue. The projects of 
the media management services group have become increasingly more integrated, with complex work flows requiring higher levels of production labor and project management. This 
increase in labor costs. combined with increased spending on continued development of digital technologies and services and the decline in rates for traditional media services noted above, 
has resulted in higher cost of services and decreasing operating cash flow. The 2003 decrease in cost of services is due to the divestiture of Triumph of $29,072,000, offset by higher costs 
for the media management services and creative services groups primarily in production material and production personnel expenses and the impact of changes in foreign currency 
exchange rates of $4,530,000. 

Selling, General ondAdminiJwotive. Ascent Media's selling, general and administrative expenses increased 17.8% and 1.6% for the years ended December 3 I ,  2004 and 2003, 
respectively, as compared to the corresponding prior year. The 2004 increase is primarily attributable lo growth in the business driving higher personnel, facility and selling costs, the 
impact of the 2004 acquisitions of $5,528,000 and changes in foreign currency exchange rates of $4,222,000. The 2003 increase is primarily due to slightly higher personnel end facility 
costs in the groups and changes in foreign currency exchnnge rates of $2,05I,OOO, offset by the divestiture of Triumph, which decreased selling, general and administrative expenses by 
$3,136,ooO. 

Corprate and Other operating cash flow decreased $3,755,000 in 2004 due to higher corporate expenses in the U.K. from the continued development of corporate infrastructure and 
acqiiisition of LPC, higher management incentive plan costs and changes in foreign currency exchange rates of $872,300, offset by lower Severance and lease abandonment charges. 

Depreciation andAtmortimtion. The increases in depreciation and amortization expense in 2004 and 2003 are due to an increase in the depreciable asset base due to capital 
expenditures and acquisitions. 

Stock Cornpensolion. In 2001, Ascent Media granted to Celtain of its officers and employees stock options with exercise prices that were less than the market price of Ascent Media 
common stack on the date of grant. Those options became exercisable for LMC shares in connection with LMC's acquisition in 2003 of the Ascent Media shares that it did not already own. 
Ascent Media is amortizing the "in-the-money" value of these options over the 5-year vesting period. Compensation expense increased $1 73,000 and $2,650,000 for the years ended 
December 3 1,2004 and 2003, respectively. Results for the year ended December 3 1,2004 primarily included compensation expense of $2,268,000 relating to "in-the-money" stock options 
and $507,000 increase in the value of the underlying stock price used to value employee stock appreciaiion rights, or SARs. The expense recorded for the year ended December 3 1,2003 
related primarily to "in-the-money" stock options of $22,491,000. The income recorded for the year ended December 31, 2002 primarily included $3,102,000 relating to a decline in the 
value of the SARs, and unearned stock compensation income of $1 35,000, offset by compensation expense of $3,189,000 relating to "in-the-money" stock options. 

Impairment ofGwmUil1. Ascent Media recorded an $83,718,000 impairment charge in fiscal 2002 resulting from its annual impairment test. Ascent Media obtained estimates of the 
fair value of its reporiing units from an independent valuation consultant, which used income and market approaches to estimate fair value. The impairment charges represented the excess 
of the carrying value of the goodwill over the estimated fair value. Impairment of goodwill charges in 2004 and 2003 were not significant. 
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Resmictirring Chnrges. During the year ended December 31, 2003, Ascent Media recorded a restnicturing charge of $3,476,000 related to the closing of certain facilities and 
correspanding reductions in headcount. These restnxturing activities were implemented to improve operating efficiencies and effectiveness primarily in its creative sewices group, 
Restructuring charges were not significant in 2004 or 2002. 
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D Inreresr Expense. Interest expense in 2003 and 2002 related primarily to interest on Ascent Media's bank debt and subordinated notes payable due to LMC. In December 2003, 

Ascent Media repaid all principal end interest under its bank credit facility with cash provided by LMC. In addition, LMC contributed all amounts due under the subordinated notes payable 
to the equity of Ascent Media. As a result of the cancellation of the bank credit facility and the subordinated notespaynble, Ascent Media incurred no interest expense in 2004. 

Slime of Earnings of Discovery. Our share of earnings of Discovery increased in 2004 and 2003 due primarily to increases in the net income of Discovery. Discovery's net income 
improved primarily due to higher revenue and improved operating marpins. Prior to June 2003, John Hendricks, Discovery's Founder and Chairman, held shares of Discovery common 
stock that were redeemable on demand. Changes in the redemption value of such shares were rewrded by Discovery as adjustments to eqnity similar to dividends on pfzfernd stock. We 
included in our share of earnings (losses) of Discovery 50% of the equity adjustments related to the redeemable common stock as those adjustments represented an adjustment in earnings 
available to common shareholders. The redeemable common stock was redeemed in June 2003. Our share of earnings (losses) of Discovery included gains of $5,700,000 and losses of 
57,414,000 for the years ended December 3 I ,  2003 and 2002, respectively, related to changes in the redemption value of the redeemable common stock and other equity transactions. 

For a mare detailed discussion of Discoveq's results of operations, see "-Management's Discussion and Analysis of Financial Condition and Results of Operations of Discovery." 

Income Taxes. Our effective tax rate was 34.6% and 21 3 %  for the years ended December 3 1, 2004 and 2002, respectively, and was not meaningful in 2003. Our income tax benefit 
was lower than the federal income tax rate of 35% in 2002 primarjly due to the impairment of goodwill, which is not deductible for income tax purposes. In 2003, we had a pre-tax loss of 
$32,238,000 and we recorded tax expense of $20,156,000 prharily due to a reduction in our valuation allowance and interest expense that is not deductible for tax purposes. 

Cumirlarive Change in Accounring Principle. Effective January I ,  2002, we adopted SFAS No. 142 and, in accordance with its provisions, we recorded a transitional impairment 
charge of goodwill of $20,227,000 during the first quarter of fiscal 2002. This charge has been reflected as a cumulative effect of B change in accounting principle. 

Liquidity and Capital Resources 

Historically our primary sources of funds have been from operating activities and borrowed funds under a senior credit facility and a subordinated debt agreement with LMC. During 
the three months ended Mnrch 3 I ,  2005, our primary use of cash wus capital expenditures (520,921,000), which we funded with our available cash and cash generated by opernting 
activities ($1 I,OOS,OOO). For the year ended December, 31,2004, our primary uses of cash were acquisitions ($44,238,000) and capital expenditures ($49,292,000). We funded these 
investing activities with cash from operating activities of $84,322,000 and capital contributions from LMC of $30,999,000. Prior to the spin off, LMC has agreed to transfer to one of our 
subsidiaries $200 million in cash. Subsequent to the spin off, LMC will no longer be a long-term source of liquidity for us. For the foreseeable f u m ,  we expect to have sufficient available 
cash balances and net cash from operating activities to meet our working capital needs and 
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We do not have access lo the cssh Discovery generates from its operations, unless Discovely pays a dividend on its capital stock or otherwise distributes cash to its stockholders. 
Historically, Discovery has not paid any dividends on its capital stock and we do not have sufficient voting control to cause Discovery to pay dividends or make other payments or advances 
to us. 

Contractual Obligations 

Inromation concerning the amount nnd timing of required payments under our contrachlal obligations at December31,2004 is summarized below: 

Payments d m  by Period 

Lns1h.n 
I year 1-3 y e w  4 5  years AI(K 5 yes" Total 

.moun11 In thousands 

Conimdrml ObliKfltions 
Operating leases 
Purchase obligations 
Other 

Total Contractual Ohligations 

$ 25,682 45,824 37,273 52,523 161,302 
8,152 - - - 8,152 
- - 6,100 - 6.100 

$ 33,834 45,824 43,373 52,523 175,554 
~~~~~ 

We have contingent liabilities related to legal proceedings and other matters arising in the ordinary course of business. Although it is reasonably possible we may incur losses upon 
conclusion of such matters, an estimate of nny loss or range of loss cannot be made. In the opinion of management, it is expected that amounts, if any, which may be required to satisfy such 
contingencies will not be material in relation to the accompanying consolidated financial statements. 

New Accounting Pronouncemenis 

In December 2004, the Financial Accounting Standards Board issued Statement of Financial Accounting Slandards No. 123 (revised 2004), "Share-Based Payments" ("Statement 
123R). Statement 123R. which is a revision of Statement 123 and supersedes APB Opinion No. 25, establishes standards for the accounting for transactions in which an entity exchanges 
its equity instluments for goods or services, primarily focusing on transactions in which an entity obtains employee services. Statement 123R generally requires companies to measure the 
cost of employee services received in exchange for an award of equity instruments (such as stock options and restricted stock) based on the grant-date fair value of the award, and to 
recognize that cost over the period during which the employee i9 required to provide service (usually the vesling period of the award). Statement 123R also requires companies to measure 
the cost of employee services received in exchange for an award of liability instruments (such as stock apprecirttion rights) based on the current fair value of the award, and to remes3ure !he 
fair value of Ihe award at each reporting date. 

Public companies were originally required to adopt Statement 123R as of the beginning of the first interim period that begins afler June 15,2005. On April 14.2005, the Securities nnd 
Exchange Commission amended the effective date to the beginning of a registrant's next fiscal year, or Janualy 1 ,  
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2006 for calendar-year companies, such as 11s. Accordingly, the provisions of Statement 123R will affect the accounting for all awards granted, modified, repurchased or cancelled afler 
Jenuaiy I ,  2006. The accounting for awards granted, but not vested, prior to Janualy 1,2006 will also be impected. The provisions of Statement 123R allow companies to edopt the 
standard on R prospective basis nrtn restate all periods for which Statement 123 was effective. We expect to adopt Statement 123R on a prospective basis, and will provide pro forma 
information as though the standard had been adopted for all periods presented. 

- 
0 

While we have not yet quantified the impact of adopting Statement 123R we believe that such adoption could haven significant effect on our operating income and net earnings in the 
future. 

Crltlcal Accounting Estimates 

Valrtntion of Lorrg-IiwdAssetr anddmortiznhle Other Intangible Assets. We perform impairment tests for our long-lived assets if an event or circumstance indicates thnt the 
carrying amount of our long-lived assets may not be recoverable. In response to changes in industry and market conditions, we may also strategically realign ourresources and consider 
restructuring, disposing of, or otherwise exiting businesses. Such activities could result in impairment of ow long-lived assets or other intangible assets. We are subject to the possibility of 
impairment of long-lived assets arising in the ordinmy course of business. We regularly consider the likelihood of impairment and recognize impairment if the carrying mnount of a long- 
lived asset or intangible asset is not recoverable from its undiscounted cash flows in eccordance with SFAS No. 144, Accounting for Impairment or Disposal of Long-Lived Assets 
Impairment is mensured as the difference between the carrying amount and the fair value of the osset. We use both the income approach and market approach to estimate fair value. Our 
estimates of fair value are subject to a high degree ofjudgment. Accordingly, any value ultimately derived from our long-lived assets may differ from our estimate of fair value. 

Valirntiori of Goodwill and Non-antnnirable Other Intangible Assets. We assess the impairment of goodwill annually and whenever events or changes in circumstances indicate that 
the carrying value may not be recoverable. Factors we consider important which could tigger an impairment review include significant underperformance lo historical or projected future 
operating results, substantial changes in OUT strategy or the manner of use of our assets, and significant negative indushy or economic trends. Effective January 1,2002, we edopted SFAS 
No. 142. In accordance with its provisions, during the first quarter of fiscal year 2002, we recorded a transitional inipairment charge of $20,227,000 against goodwill related to our 
entertainment television reporting unit, which is part of our creative service group. Such charge was reflected as a cumulative effect of a change in accounting principle. Additionally, as a 
result of our annual impairment testing, we recorded a goodwill impairment charge of $83.7 18,000 during the fourth quarter of fiscal 2002. Of this impairment charge, $56.81 8,oW of 
impairment related to OUT entertainment television reporting unit and $26,900,000 related to our commercial television reporting unit, both part of our creative services group. As a result of 
our annual impairment testing, during fiscal 2004 and 2003, we recorded goodwill impairment charges of $51,000 and $562,000, respectively. The impairment charge in fiscal2004 was in 
Ascent Media's audio reporting unit and the impairment charge m fiscal 2003 was in Ascent Media's entertainment television reporting unit, both of which are part of Ascent Media's 
creative services group. Fair value of each reporting unit was determined through the use of an outside independent valuation consultant. The consultant used both the income approach and 
market approach in determining fair value. 

Valunrion of TradeReceivobles. We must make estimates of the collectibility of our trade receivables. Our management analyzes the collectibility based on historical bud debts, 
customer concentrations, customer credit-worthiness, current economic trends and changes in our customer payment terms. We record an allowance for doubtful accounts based upon 
specifically identified receivables that we believe are uncollectible. In addition, we nlso record an amount based upon a percentnge of each aged categoly of our trade receivables. These 
percentages are estimated based upon 
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our historical experienceofbnd debts. Our tradereceivAblesbnlance was $151,120,000, net of allownnce for doubtful nccounlsof $12,104,000, as ofDecember 31,2004. 

&'ahation ofDefenrd Tor Assets. In accordance with SFAS No. 109, Accounting for Income Taxes, we review the nahlre of each component of our deferred income taxes for 
reasonableness. We have determined that it is more likely than not that we will not realize n portion of our tax benefits associated with certain cumulative net operating loss cany forwards 
and imoairment reserves. and as such. we have reserved for a oortion of our deferred income tnx assets. The valuation allowance as of December 31,2004 and 2003 was $76,452,000 and ~~ ~~, ~~~ 

$101,470,000, respectively. 

Quantitative and Qualitative Duelosnns about Market Risk 

Foreign Currency Risk 

We continually monitor our economic exposure to changes in foreign exchange rates and may enter into foreign exchange agreements where and when appropriate. Substantially all of 
our foreign transactions are denominated in foreign currencies, including the liabilities of our foreign subsidiaries. Although our foreign transactions are not generally subject to significnnt 
foreign exchange transaction gnins or losses, the financial statements of our foreign subsidiaries nre translated into United States dollars as pnrl of our consolidated fiancial reporting. As a 
result, fluctuations in exchange rates sffect our financial position and results of operations. 

Management'a Discussion and Analysis of Financial Condition and Results of Operations of Discovery 

Overview 

We hold a 50% ownership interest in Discovery and account for this investment using the equity method of occounting. Accordingly, in our Cinnnciol statements we record our share of 
Discovery's net income or loss svailable to common shareholders nnd reflect this activity in one line item in the statement of operntions as "Share of earnings (lasses) of Discovery." The 
following financial information of Discovery for the three months ended March 3 I, 2005 and March 31,2004 and the years ended December 3 I ,  2004,2003 and 2002 and related 
discussion is presented to provide the reader with additional analysis of the operating results and financial position of Discovery. Because we do not control the decision-making process or 
business management practices of Discovery, we rely on Discovery to provide us with fiancial information prepared in accordance with G A M  that we use in the application of the equity 
method. The information included in this section should he read in conjunction with the audifed financial statements of Discovery for the year ended December 31,2004 included elsewhere 
herein. The following discussion and analysis of Discovery's operations and financial position hns been prepared based on information that we receive from Discovery and represents our 
views and undentnnding of their operating performance and financial position bnsed on such informntion. Discovery is not a separately trnded public company. and we do not have the 
ability to cause Discoverg's manngement to prepare their own management's discussion and nnalysis for our purposes. Accordingly, we note that the material presented in this section might 
be different if Discovery's management had prepared it. 

Three months ended March 31, ZOOS and 2004 

The following discussion of Discovery's results of operations is presented on a consolidated basis. In order to provide a better understanding of Discovery's operations, we have also 
included a summarked presentation of revenue and operating cash flow of Discovery's three operating groups: Discovery networks U.S., or U.S. networks, Discovely networks 
international, or international networks, snd Discovery commerce. education Br other. See "Management's Discussion and Analysis of Financial Condition and Results of Operntions of 
Discovery Holding-Operating Cnsh Flow" for our defmiton of operating cash flow. 
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The U.S. netwarks is Discovery's largest division. It owns and operates 12 cable and satellite channels and providcs distribution and advertising sales services for BBC America. 
htemational networks manages a pmifalio of channels, led by the Discovny Channel and Animal Planet brands, that are distributed in virtually evefy pay-televlslon market fn  the world 
via an infrastructure that includes major operational centers in London, Singapore, New Delhi and Miami. Discovery wmmexe, education Br ,other ~ncludes Discovery's retall cham store 
operations and other direct consumer marketing activities as well asDiscovery education which was recently formed to manage Discovery's dlstnbution of education content. 

Consolidated Results 

Revenue 
Advertising 
Subscriber fees 
Other 

Total revenue 

Exnenses 
Cost of revenue 
selling, general & administrative ("SG&A") expense 

$ 273.386 262,284 
281.642 227,297 
461443 37,781 

601,471 527,362 

(218,259) (181,737) 
(234.7581 (208,208) , ~ .  , 

~ 

148,454 137,417 Operating cash flow 

Expenses ansing from long-rcm inccntlvc plans 
Dcprcciatlon Br amoni?aris,n 

Operating income 

Other Income (Expense) 
Interest expense, net 
Unrealized gains from derivative instruments, net 
Minority interests in consolidated subsidiaries 

~ 

(22,867) (28,780) 
(28,821) (30,833) 

96,766 77,804 

144.908) (40,734) , .  . 
12,253 1,441 
2,252 (2.793) 

12.895 468 

Income before income taxes 
Income tax expense 

Net income 

79,258 36.186 
(33.629) (15,335) 

$ 45,629 20,851 
P 
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Business Segment Results 

Three months ended March 31, 

2005 2004 

~R( IUI I~S in thouamdl  

$ 416.126 381,015 
Revenue 
U.S .  networks 
International networks 
Discovery commerce, education & other 

Total revenue 

Operating Cash Flaw 
U.S. networks 
International networks 
Discovery commerce, education & other 

Total operating cash flow 

158;916 127;OOO 
26,429 19,347 

s 601.47 I 527,362 

$ 147,437 139,209 
24,549 16,295 

(23,532) (18,087) 

$ 148,454 137,417 
eaBp 

Note: Discovery commerce, education & other includes intercompany eliminations 

Revenue. Discovery's consolidated revenue increased 14% for the three months ended March 3 I ,  2005, as compared to the corresponding prior year per id .  Increased revenue was 
primarily due to a 24% increase in subscriber fee revenue. Advertising revenue increased 4% during the same period. Other revenue increased 23% due to increased commerce revenue and 
growth in Discovery's education business. 

Subscriber fee revenue grew 24% and 23% at the U.S. networks nnd the international networks, respectively, for the three months ended March 3 I ,  2005, as compared to the 
corresponding prior year period The increase in subscriber fees at the U.S. networks is due to a 14% increase in paying subscription units combined with lower launch support 
amortization. Free viewing periods related to a number of US. networks, principally networks that are carried on the digital tier, expired in 2004 and Discovery is now recognizing 
subscrikr fees for those networks. U.S. networks subscriber fee increases were helped hy reduced launch fee amortization, a contra-revenue item, as a result of extensions of c d a i n  
affiliation agreements. Launch amortization at the U.S. networks declined from $25.8 million during the first quarter of 2004 to $20.2 million in 2005 primarily due to these extensions. 
Increases in subscriber fees at the international networks were driven principally by increases in subscription units in Europe and the international joint venture channels due lo recently 
launched networks. 

The increase in advertising revenue, which includes revenue from paid programming, was primarily due to B 40% increase at the international networks. Mare than half of the 
international networks' advertising revenue is generated by its operations in the U.K. and Europe. The increase in international networks advertising revenue was due primarily to higher 
advertising rates and audience growth in the U.K., combined with advertising revenue generated by new channels launched in Enrope. Advertising revenue at the U.S. networks was 
essentially flat as higher advertising mles at substantislly all of the U.S. networks were offset by lower audience delivery at certain networks. Paid programming, where Discovery sells 
blocks of time primarily for infomercials that are aired during the overnight hours on certain networks, represented 7% and 8% of total adveitising revcnue for the three months ended 
March 31, 2005 and 2004, respectively. 

The increase in other revenue was primarily due to an increase in education revenue due to growth in the business and acquisitions combined with a 12% increase in store revenue. The 
increase in store revenue was due to a 20% increase in same store sales offset by a 7% decrease in the average number of stores. 
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Cost ofRwemre. Cost of revenue increased 20% for the three months ended March 3 1,2005 as compared to the corresponding prior year period. As a percent of revenue, cost of 
revenue was 36% and 35% for the three months ended Mnrch 31, 2005 and 2004, respectively. This increase resulted primarily from higher programming expense due to continlied 
invesiment across all U.S. networks in original productions and high profile specials. At the international networks, Discovery began investing in an initiative to highlight and strengthen its 
lifestyles category, particularly in Europe during the fourth quarter of 2004, which has rcsulted in increased programming costs. 

- 
I 
D 

SG&A Erpenses. SG&A expense increased 13% for the three months ended March 31,2005, as compared to the corresponding prioryenr period. Within the different groups. 
SG&A expenses increased 3%, 23% and 42% at the U.S. networks, international networks and Discovery commerce, education & other, respectively. ' h e  increase at the international 
networks was caused by increases in personnel expense resulting from adding headcount as the business expanded combined with higher marketing expense associated with branding and 
awareness efforts in association with the lifestyles category initiative. The increase in SG&A expenses nt Discovery commerce, education & other is primarily due to the growth in 
Discovery's education business, resulting from both acquisitions and organic growth. 

Erpenser Arisingporn Long-fenn Incentive Plons. Expenses arising from long-term incentive plans are related to Discovery's unit-based, long-term incentive plan, or LTIF, for its 
employees who meet certain eligibility criteria. Units are awarded to eligible employees and generally vest at a rate of 25% per year. Upon exercise, participants receive a cas11 payment for 
the increase in value of the units from the unit value an the date of issuance. Unit value is determined annually by the year over year change in Discovely's aggregate equity value as 
estimated by an external investment firm, using a consistent methodology The appreciation in unit value of LTIP awards outstanding is recorded as compensation expense over the vesting 
periods The aggregate number of units that are currently authorized to be granted under the LTIP plan approximates an 8% sharing in the change in Discovery's equity value. The 21%. or 
lF5,913,000, decrease in LTIP expense in 2005 is the result of units being exercizd in 2004. which increased the weighted average exercise price of vested options. 

Depreciation ondAmortimlion. The decrease in depreciation and amortization for the quarter ended March 3 I ,  2005 is primarily due to a decrease in the depreciable asset base 
resulting from a reduction in the number of retail stores. 

Other Income and Expenae 

Inreresr Erpense. The increase in interest expense for the quarter ended March 31,2005 is primarily due to a higher average outstanding debt balance during the first quarter of 
2005, as compared to the firs1 qunner of 2004, combined with an increase in average interest rates. 

UnmalizedGains fmrn Derivative Instrument>. net. Unrealized gains from derivative transactions relate primarily to Discovery's use of derivative instruments to modify its exposure 
to interest rate fluctuations on its debl. These derivative contracts include a combination of swaps, caps, collars and other stmctured instruments. As a result of unrealized mark to market 
adjustments, Discovery recognized $12,253,000 and $1,441.000 in gains on these instruments dunng the qnarters ended March 31,2005 and 2004, respectively. The foreign exchange 
hedging instruments used by Discovely are spot, forward and option contracts. Additionally, Discovery enters into forward contracb to hedge nondollar denominated cash flows and 
foreign currency bnlances. The unrealized gains were primarily driven by increases in interest rates during the quarter resulting in an increase in value of the underlying derivntives. 

Minority interest represents increases and decreases in the estimated redemption value of mandntoly redeemable interests in Minoriv Interests in Comolinbted Subsidiariaries, 
subsidiaries which are initially 
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m m rn 
0 
0 
0 recorded at fair value. Discovery accretes or decretes the mandatorily redeemable interest in a subsidiary to its estimated redemption value through the redemption date. Based on its most 

recent estimates, Discovery recorded a net minority interest decretion of $1,650,000 during the three months ended Mnrch 31, 2005, compared to a net minority accretion of $2,793,000 for 9 
0 

c; 
1 
0 

- the three months end& March 3 I ,  2004. 

Orkr. Other represents Discovery's share of earnings (losses) of affiliates and gains (losses) on sales of investments. During the fiEt quarter of 2005, Discovery recognized a gain of 
% I  1,961,000 related to a sale of an available for sale investment. 

lnconie Tares. Discovery's effective tax rate was 42% for both the three months ended March 3 I, 2005 and 2004, respectively. Discovq's effective tax rate differed from the 
federal income taxrate of 35% primarily due to foreign and state taxes. 

Years ended December 31,2004,2003 and 2002 

The following discussion of Discovq's  results of operntions is presented in two parls to assist the render in better understanding Discovery's operntions. The first section is an overall 
discussion of Discovery's consolidated operating results. The second section includes a more detailed discussion of revenue and operating cash flow activity of Discovery's three operating 
groups: Discovery nehvorks U.S., 0rU.S. networks, Discovery networks international, or international networks, and Discovery commerce, education & other. 

Consolidated Results 

Ysar imdd DwemberJI. 

m4 2 w 3  1002 

rmounli In lhousmds 

Revenue 
Advertising 
Subscriber fees 
Other 

Total revenue 

Expenses 
Cost of revenue 
SG&A expense 

Operating cash flow 

Expenses arising from long-term incentive plans 
Depreciation & amortization 
Gain on sale of patents 

Operating income 

Other Income (Expense) 
Interest expense, net 
Unrealized gains (losses) from derivative instruments, net 
Minoritv interests in consolidated subsidiaries 
Other 

(E 1,133,807 
976,362 
255.177 

2,365,346 

1,010,585 
747,927 
236,535 

1,995,047 

829,936 
646,500 
240,339 

1,716,775 

(846,316) 
(856,340) 

(751,578) 
(735,017) 

(65'9,737) 
(638,405) 

662,690 508,452 378,633 

(7 1.5 1 5 )  (96,865) 
(I 12,841) - 

484,17 I 314.161 168,927 

(167.420) 
45,540 

(54.940) 
2,470 

(159.409) 
21.405 

(35,965) 
(2.170) 

(l63,3 15) 
(11.607) 
(45.977) . .  

(6,141j 



P 
P 
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Revewe. Discovery's consolidated revenue increased 19% and 16% for the years ended December 3 1,2004 and 2003, respectively, as compared to the corresponding prior year 
Increased revenue was primarily due to increases of 31% and 16% in subscriber fee revenue for 2004 and 2003, respectively, as well as increases of 12% and 22% in advertising revenue 
for the same periods. Changes in other revenue did not have a significant impact on the overall revenue increase for either year. Increased subscriber fee revenue is prhnnly due to 
contractuol rate incrwses, subscriber growth and a reduction in hunch support nmortization as certain affiliation agreements were extended. Subscriber fees also benefited from contractunl 
nmnngwents whereby certnin subscribers that were previously covered under free c~rriage periods with distributors were converted to paying subscribers. Increases in advertising revenue, 
which includes revenue from paid programming, were primarily due to increased advertising rates at the U.S. networks combined with positive developments in international networks 
advertising sales resulting from continued growth in subscription units. Paid programming, where Discovely sells blocks of time primarily for infomercials that nre aired during the 
overnight hours on certain networks, represented 6%, 6% and 7% of total advertising revenue for the years ended December 3 1,2004,2003, and 2002, respectively. 

Cost ofRevenue a n d S &  Expense. Consolidated operating expenses, which for purposes of this discussion includes cost of revenue and SG&A expenses, increased 15% and I I% 
far the years ended December 3 I, 2004 and 2003, respectively, as compared to the corresponding prior year. Operating expenses increased primarily as a result of higher programming 
costs for Discovely's US .  networks as well as higher personnel and marketing costs at bot11 the U.S.  and international networks. Expens- related to programming, personnel and marketing 
made up approximately 64% of Discovery's consolidated operating expenses in 2004. Historically, these costs have not increased at the same rate as revenue due to the benefits of scale 
economics, combined with ongoing cost management initiatives, as described below. As a result, Discovery has been able to increase its operating cash flow as n percent of revenue from 
22% in 2002 to 25% in 2003 and 28% in 2004. 

Expemes Arisingjrom Long-term Incenriw Plons. Expenses wising from long-term incentive plans are related to Discovery's unit-based, long-term incentive plan, or LTIP, for its 
employees who meet certain eligibility criteria. Units are awarded to eligible employees and generally vest at a rate of 25% per year. Upon exercise, participants receive a cash payment for 
the increase in value of the units from the unit value on the date of issuance, Unit value is determined by the year over year change in Discovery's aggregate equity value as estimated by an 
external investment firm, using n consistent methodology. The appreciation in unit value of LTIP awards outstanding is recorded as compensation expense over the vesting periods. ?he 
ngpgnte  number of units that are currently authorized to be granted under the LTIP plan approximates an 8% shoring in (he change in Discovery's equity vnlue. 

Depreciotion andilmortization. The increase in depreciation and amortization in both 2004 and 2003 is due to an increase in intangible nssets resulting from acquisitions combined 
with increases in Discovery's depreciable asset base resulting from capital expenditures. 

Gain on Sale of Potent$. In 2004, Discovely recorded a gain on the sale of certain of its television technology patents. The $22 million gnin represents the sale price less the costs 
incurred to sell the patents. The cost of developing the technology had been expensed in prior yean to SG&A expense. Discovery does not expect a significant amount of income from 
patent sales in the future. 

Ongoing Cost Monngemenl Initiatives. Discovery has an extensive library of programming and footage that provides a high qualily programming resource for launching new 
services quickly while minimizing incremental costs. Existing programming is re-edited and updated to provide topical programming content in a cost-effective manner. In addition, 
Discovery has expnnded its internal post-production capacity to contain programming costs further. Marketing efficiencies have been achieved through the use of internal promotion time. 
Growth in personnel has been contained through economies of scale and workflow improvements. 
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Other Income nnd Expense 

Inreresf Expxpense. The increase in interest expense in 2004 is primarily due to higher levels of outstanding debt in 2004 as well as a slight increase in interest rates. Interest expense 
was lower in 2003, as compared with 2002 due primarily to a modest reduction in average interest rates. 

Unrenlized Gnins (Losses)from Derivnfive Insfmmenrs. net. Unrealized gains and losses from derivative transactions relate, primarily, to Discovery's use of derivative instmments 
to modify its exposure to interest rate fluctuations on its debt. These instrument contracts include a combination of swaps, caps, collars and other structured instnrments. At December 3 I, 
2004, the variahle to fixed interest rate instruments have a notional principal amount of $800,000,000 and have a weighted average interest rate of 5.93%. At December 3 1, 2004, the fixed 
to variable interest rate agreements have a notional principal amount of $24O,OW,OW and have a weighted average interest rate of 6.46%. As a result of unrealized mark to market 
adjustments, Discovery recognized $44,060,000, $21,548,000 and $(13,375,000) in gains (losses) on these iIIStNmentS during the years ended December 31,2004,2003 and 2002, 
respectively. The foreign exchange hedging inshwnents used hy Discovery are spot, forward and option contracts. Additionally, Discovery enters into fonuard contracts to hedge non-dollar 
denominated cash flows and foreign currency balances. At December 3 I ,  2004, the notional amount of foreign exchange derivative contracts was $92,8OO,OQO. 

Minority Inreresfs in Consolidofed Sibsidiayies. 
subsidiaries which are initially recorded at fair value. 

Minority interest represents increases and decreases in the estimated redemption value of mandatory redeemable interests in 

Income Taxes. Discovery's effective tax rate was 46%. 54% and 17% for 2004, 2003 and 2002, respectively. Discovely's effective tax rate differed from the federal income tax rate 
of 35% primarily due to foreign and state taxes. 

Business Segment Results 

As noted above, we have classified Discovery's operations into three groups: U.S. networks, international networks and Discovery commerce, education & other. 

Years ended December 31. 

N 
0 
-k 
0 
0 

Revenue 
U.S. networks 
International networks 
Discovery commerce, education & other 

Total revenue 

Operating Cash Flow 
U.S. networks 
Intern~tional networks 
Discovery commerce, education & other 

Total operating cash flow 

2004 2003 2002 

s 1.605.032 1.351.336 1.121.149 . .  
'5831062 473,890 
177.252 169.821 

. .  
409,221 
186.405 

s 2,365,346 1,995,047 1,716,775 

$ 599,954 486,580 416,946 
97,073 68,439 15.744 

(34,337) (46,567) (54,057) 

$ 662,690 508,452 378,633 

Nole : Discovery commerce, education & other includes intercompany eliminations. 
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US. Nebwrks 

2004 

Revenue 
Advertising 
Subscriber fees 
Other 

Total revenue 
Cost of revenue 
SG&A expense 

Operating cash flow 

$ 943,454 
61 1,458 

50,120 

1,605.032 
(501,313) 
(503,765) 

.$ 599.954 

865,239 
444,953 

41,144 

zoaz 

7 17,684 
384,614 

18.851 

1,351,336 
(420.251) 
(444,505) 

1,121,149 
(349,898) 
(354,305) 

486,580 416,946 

Revenue 

In 2004, advertising revenue increased 9%. subscriber fees increased 37% and other revenue increased 22%. Substantially all of the U.S. networks saw increases in advertising 
revenue. Such increases were principally due to higher advertising sell-out and rates. While overall subscription units increased 5%. subscriber fees increased at a higher rate primarily due 
to contractual rate increases at most U.S. networks combined with B 14% increase in paying subscribers. Free viewing periods related to B number of US.  networks, principally networks 
that are canied on the digital tier, expired in 2004 and Discovery began to recognize subscriber fees for those networks. Subscriber fee increases were also helped by reduced launch fee 
amarlizntion, a contrs-revenue item, as a result of extensions of certain affiliation agreements. Launch amortization declined from $1 18,888.000 in 2003 to $93,763,W0 in 2004 primerily 
due to these extensions. Other revenue primarily increased as a result of increased revenue from Discovery's representation of BBC America. 

Revenue increased 21% in 2003 primarily due to a 21% increase in advertising revenue and a 16% increase in subscriber fees. Higher advertising revenue was primarily attributable to 
gains in rates nnd ratings across nearly all of the U S  networks. Increased subscriber fees were due to a 20% increase h cumulative subscription units as well as a modest reduction in 
launch support amortization from $122,429,000 10 $ I  I8,888,000. Other revenue increased as n result of increased revenue from Discovery's representation of BBC America due to 
increased distribution of that channel. 

The U. S.  networks p u p  has five networks (Discovery Channel, TLC, Animal Planet, Travel Channel and Discovery Health), which are currently, or pursuant to contractual launch 
commitments are reasonnbly anticipated to be, among the most widely-distributed networks in the U.S. pay television industry. Discovery's other U S  nehvorks 8re distributed primarily in 
DTH systems and the digital packages of cshle systems and have been successful in maximizing their distribution within this more limited universe. There is, however. no guarantee that 
these digital networks will ever be able to gain the distribution levels or advertising rates of Discovery's five major networks. Discnvery's cmtractual arrangements with U.S. distributors 
are renewed or renegotiated from time to time in the ordinary course of business. Discovery has renewed long-term contracts with distributors representing approximately 75% of the U.S. 
pay television universe, the majority of which have terms through 2009. Only 1% of the U.S. networks aggregate subscription units are canied under agreements that arc either expired or 
expire in the next twelve months. 
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Cost o f  Revenue and SG&A Expense 

- In 2004, cost of revenue increased 19%. due primarily to an increase in programming costs. Programming expense increased due to continued investment across all U.S. networks in 
1 
0 

original productions and high profile specials. ?he U.S. networks increased the number of hours related to first run premiere programming and exhibited one high profile special production 

canfinued to invest in brnnd promotion, gaining audience share in a highly competitive market, and securing quality distribution of the U.S. networks. Other variable expenses increased as 
a result of the increase in revenue. 

in each quarter on the D i s c o v q  Channel. SG&A expenses increased 13% due to an increase in marketing and other variable expenses. Marketing expense increased as the company 

In 2003, cost of revenue increased 20%. primady due to a 19% increase in programming casts. The increase in programming costs was primarily due to Discovety's renewed 
emphasis on original productions with B significant increase in the number of programming hours dedicated to first run premiere programming. SGBA expense increased 25% due to a 16% 
incrense in  ISOM OM.^ casts and a 41% increase in morketing costs. P.XSOM~~ costs increased across all of the U.S. networks resulting from fhe growth of the division. Mnrketing costs 
increased at most of the U.S. networks as Discovely invested in campaigns designed to raise channel awareness and increase ratings. 

Infernotionol N&wrks 

Revenue 
Advertising 
Subscriber fees 
Other 

Total revenue 
Cost of revenue 
SG&A expenses 

Operating cash flow 

$ 190,185 144,971 112,110 
364.91 1 302,973 261,887 

27.966 25.946 35,224 

583,062 473,890 409,221 
(258,108) (236,555) (225,595) 
(227,881) (168,896) (167,882) 

$ 97,073 68,439 15,744 
~~ 

Revenue 

In 2004, Discovery's international networks revenue increased 23% primarily as a result of a 20% increase in subscriber fees and a 3 I %  increase in advertising revenue. Increases in 
subscrinber fees were driven principally hy increases in subscription units in Europe and the international joint venture channels. More than half of the international networks' advertising 
revenue is generated by its operations in the United Kingdom with the remainder principally coming from Asia, Latin America and Continental Europe. Specific reasons for the inweme in 
advertising revenue include: ( I )  higher advertising rates and higher viewership ratings in the U.K. and Latin America and (2) increased distribution in Asia. 

In 2003, revenue increased 16% as a result of a 16% increase in subscriber fees and a 29% growth in advertising revenue offset slightly by a decrease in other revenue. Subscriber fees 
increased due to subscription unit growth of 24% and subscription rate increases on paying subscription units across substantially all of its regions. Subscriber fee revenue grew at a slower 
rnle than the overall incrense in subscription units due to many of the new subscription units initially being in free preview status. Advertising revenue increased as a result of audience 
growth in the U.K. nnd Europe partinlly offset by 
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weahness in Latin America. Other revenue decreased due to a reduction in programming sales to third parties 

During the years ended December 3 I ,  2004,2003 and 2002, the international networks group's fluctuations in revenue and operating cash flow were impacted favorably by changes in 
the exchange rates of various foreign currencies. In the event the U.S. dollar strengthens against certain foreign currencies in the future, the international networks goup's revenue and 
operating cash flow will he negatively impected Had there been no impact from changes in exchange rates of foreign currencies, the international networks would have increased revenue 
and operating cash flow 16% and 35% during the year ended December 3 1,2004 and 9% and 208% during the yenr ended December 3 I. 2003. 

Coat of Revenue and SG&A Expense 

In 2004, cost of revenue increased primarily due to a 2% increase in programming costs combined with the effects of foreign currency fluctuations. Discovery's ability to leverage its 
U.S. programming library in internationsl markets at minimal translation costs has helped reduce programming expense as a percentage of revenue. SG&A expense for Discovery's 
international networks increased 35% due to a 20% increase in personnel costs and a 40% increase in marketing expenses. Increases in personnel expense are the result of adding headcount 
as the business expands particularly in the U.K. and Europe, Higher marketing expenses were experienced across all of the regions as the division continues to brand and create nwarenesr 
for the channels. Discovery also began investing in an initiative to highlight and strengthen its lifestyles category, particularly in Europe, in the fourth quarier of 2004. Increases in other 
expenses were primarily due to the continued expansion of the business and unfavorable foreign currency exchange rates 

Cost of revenue increased 5% in 2003 due lo small increases in programming expense due primarily to the effects of foreign currency fluctuations. SG&A expenses were relatively 
consistent, only increasing I% during the year ended December 3 I ,  2003. Relatively modest increases in expense items despite the larger increase in revenue reflects the benefits of scale 
economics achieved by the international networks in 2003. 

Discovery's international businesses are subject to a number of risks including fluctuation in currency exchange rates and political unrest. In addition, the economies in many of the 
regions where Discovery's international businesses operate have recently experienced moderate to severe recessianary conditions, including among others, Argentina, Germany and Japan. 
These recessionary conditions have strained consumer and corporate spending and fmancial systems and financial institutions in these areas. As a result, Discovery's operations in these 
areas have experienced a reduction in consumer spending and demand for services. 

Discovery Commerce, Education dr Oiher 

Yesrimdad Dmmhcr31 .  

Revenue 
Other 
Eliminations 

Total revenue 
Cast of revenue 
SG&A expense 

Operating Cash Flow 

1001 2003 2W2 

$ 202,586 189,666 193,641 
(25,334) (I 9,845) 0.236) 

177.252 169.821 186.405 
(8618%) (94i772) (1231779) 

(124,694) (121,616) (1 16,683) 

(0 
0 
0 
0 
0 
0 
9 
9 
ci 
n 

- 
I 

$ (34,337) (46,567) (54.057) 
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March 31,2005. D 

facilities were $3,490,000,000 at March 31, 2005. Debt outstanding on these facilities aggregntd $2,580,000,000 at March 31, 2005, providing excess debt availability of $910,000,000. 

dividends, sale of assets, additional borrowings, mergers, and purchases of capital stock, assets and investments. Discovery has indicated they are in compliance with all debt covenants at 
- All term and revolving loans and senior notes are unsecured. They contain covenants that require Discovery to meet certain fmancial ratios and place restrictions on the payment of 

In 2005, including amounts discussed above, Discovery expects to spend approximately $125,000,000 for capital expenditures, $1 70,000,000 for interest expense, and approximately 
$50,000,000 for LTIP obligations. Amounts expensed and payable under the LTIP n r e  dependent on future annual calculations of unit values which in turn are affected primarily by changes 
in Discovery's value as estimated by an external investment banlang firm, annual grants of additional units, redemptions of existing units, and changes to the plan. Discovery believes that 
its cash flow from operations and borrowings available under its credit facilities will he sufficient to fund its working capital requirements, including LTIP obligations. 

Discovery generated $124,690,000, $154,191,OOO and $139,010.000 of cash from operations during theyears ended December 31,2004,2003 and 2002, respectively. In 2004, the 
decrease in cash provided by operations was due to payments of LTIP obligations partially offset by improved net income, Additionally, Discovery paid $148,880,000 for the acquisition of 
a minority interest in Discovery Health. As part of his long-term incentive plan with Discovery, John Hendricks, Discovery's Founder and Chairman, had a ten-year incentive agreement 
that granted him a cash award equal to 1.6% o i  the difference between Discovery's value at December 3 1, 1993 and December 3 1,2003 for his services as Chairman and Chief Executive 
Officer during the period. This cash nward was paid out to Mr Hendricks in two installments, one in December 2003 and one in Febmory 2004. The portion of the cash nwnrd thnt wns paid 
out in Felxuary 2004 along with payments to other memben of the Discovery management team during 2004 totaled $240,752,000 in connection with the redemption of units pumant to 
the terms of the LTIP. For a further discussion of Discovery's LTIP, please see Note IS to the Discovery consolidated financial statements on pages F-57 to F-58. 

In addition to previous long-term incentive plans that have expired and have been paid out as described herein. Mr. Hendricks has heen awarded long-term compensation units. which 
provide Mr. Hendricks with a total 2.5% participation in Discovery's increase in valuation in accordnnce with Discovery's LTIP. 

In 2003, the increase in cash provided by operations was principally attributed to Discovery reporting net income of $63,237,000 in 2003 compared to a net loss of $48,056,000 in 
2002. In 2003, Discovery paid the first installment of the,previously mentioned cash payment under John Hendricks' LTIP, along with payments to other members of management, in the 
amount of $51,023,000. Additionally, Discovery repurchased $55,334,000 of its common equity pursuant to n put right held by John Hendricks, the Founder, Chninnnn and then Chief 
Executive Officer of Discovery. Other than obligations under Discovery's LTIP, Discoveq is not obligated under any other put rights with respect to Discovery equity securities and does 
not have nny additional obligations to repurchase equity or equity-based securities of Discovery. However, under certain circumstances, Discovery may he required to buy out the minority 
interests in celtain channels that are not currently wholly owned by Discovely See "-Contractual Obligations." 

ConnuctirolObligarionl. Discovery has agreements covering leases of satellite transponders, facilities and equipment. These agreements expire st various dstes through 2019. 
Discovery is ohligated to license programming under agreements with content suppliers that expire over various dates. Discovery also has other contractual commitments arising in the 
ordinary course of business. 
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0 A summary of all of the expected payments for these commitments as well tis future principal payments under the current debt arrangements and minimum payments under capital 

leases at December 31, 2004 is asfollows: - 

Long-term debt 
Capital leases 
Operating leases 
Program license fees 
Launch incentives 
Other(]) 

Total 

$ 2,478,000 - 534,000 1,488,000 456,000 
32,267 5,063 1 1,206 7,583 8,415 

477,755 80,088 129,987 88,932 178,748 
638,666 296,826 128,039 1 12,903 100,898 

241 ,I 85 66,170 107,458 63,477 4,080 
67,837 33,509 34,328 - - 

$ 3,935,710 481,656 945,018 1,760,895 748,141 
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